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Health Care 
Industry Developments—1995/96
Industry and Economic Developments
The Congressional debates on health care focused nationwide atten­
tion on the health care industry in 1994. That scrutiny became the cata­
lyst that forced health care providers to openly embrace cost 
containment and efficiency enhancement and adopt corporate strate­
gies such as mergers, restructurings, and the realignment of facilities 
and personnel. This climate has continued in 1995. Perhaps the most 
notable response to the pressure to control costs is the continuing 
movement toward a managed care environment in which physicians, 
insurers, and other health care providers are creating integrated deliv­
ery systems and networks that combine inpatient, outpatient, and phy­
sician services into one organization. The change from a fee-for-service 
system of care to a managed care, capitated environment means that 
health care providers will assume more of the financial risk of treating 
patients. Providers are also beginning to share additional underwrit­
ing risks for health care services with other health care providers. Such 
arrangements are new to many providers and the financial risk of en­
tering into unprofitable health care delivery contracts may be in­
creased if the provider is unfamiliar with operating in a managed care 
environment.
Specific Industry Conditions
Hospitals. The industry-wide shift toward managed care and vertical 
integration have reduced the demand for inpatient hospital services. In 
an effort to compete and survive, many hospitals have begun to be­
come part of larger networks that enable them to provide a complete 
continuum of care to their patients. Hospitals that are unable to adapt 
to the changing environment may jeopardize their ability to generate 
sufficient revenues to remain financially viable.
Nursing Homes. The nursing home segment of the health care indus­
try is experiencing unprecedented pressure to contain costs and yet 
maintain high clinical outcome levels. This climate has been created by 
increased competition of specialty subacute units, cost-effective as­
sisted living units, and home health or personal care agencies. In addi-
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tion, the advent of managed care with its integrated delivery systems 
has forced a number of nursing homes to scramble to retain market 
share and identify compatible network partners. These factors may in­
crease audit risk as providers attempt to enhance their financial per­
formance in order to attract or retain network partners. Accordingly, 
auditors should be alert to issues relating to the collectibility of patient 
receivables, off-balance-sheet risk due to managed care contracts, re­
lated-party disclosures, and the reasonableness of accounting esti­
mates.
Continuing Care Retirement Communities. C ontinuing care retire­
ment communities (CCRCs) have only recently begun to experience 
the impact of the sweeping market developments that have affected 
the delivery and financing of health care services. Developments such 
as the following are changing both the number and demographics of 
CCRC residents:
• Continuing pressure for earlier discharge from hospitals has re­
sulted in more incoming residents who have higher acuity levels 
and longer life expectancies
• Long-term insurance policies that provide some of the protection 
that traditionally has been offered by CCRCs have reduced the 
demand for new CCRC enrollments
• Increased sophistication in estate planning has created a "poor-on- 
paper" population that some CCRCs may be required (either by 
mission or by contract) to serve without payment
These factors may affect accounting estimates, such as future net cash 
flows and expected number of residents, that are significant to the fi­
nancial statements of CCRCs. Auditors reviewing a CCRC's obligation 
to provide future services should carefully consider these factors and 
should consult AICPA Statement of Position (SOP) 90-8, Financial Ac­
counting and Reporting by Continuing Care Retirement Communities.
These and other developments that may affect audits of financial 
statements of health care organizations are discussed in the "Audit 
Issues and Developments" section of this Audit Risk Alert.
Regulatory and Legislative Developments
OMB Circulars A-110 and A-133
In August 1994, the Department of Health and Human Services 
adopted U.S. Office of Management and Budget (OMB) Circular A-110, 
Uniform Administrative Requirements for Grants and Agreements with In-
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stitutions of Higher Education, Hospitals, and Other Nonprofit Organiza­
tions. The circular adopts the audit requirements of OMB Circular A- 
133, Audits o f Institutions o f Higher Education and Other Nonprofit 
Institutions, making it applicable to all universities, hospitals, and not- 
for-profit organizations receiving federal financial assistance. OMB 
Circular A-133 currently exempts hospitals not affiliated with institu­
tions of higher education.
In March 1995, the OMB issued proposed revisions to OMB Circular 
A-133 that would change the definition of nonprofit organizations to 
include nonprofit hospitals and thus require all nonprofit hospitals to 
adhere to the audit requirements currently in existence for other non­
profit organizations receiving federal financial assistance (Federal Reg­
ister [March 17 , 1995]).
Internal Revenue Service Developments
Auditors should be aware of relevant tax laws and regulations and 
their potential effect on health care organizations and their financial 
statements. An organization's failure to maintain its tax-exempt status 
could have serious tax consequences and affect both its financial state­
ments and related disclosures, and it could possibly require modifica­
tion of the auditor's report. Failure to comply with tax laws and 
regulations could be an illegal act that may have either a direct and 
material effect on the determination of financial statement amounts 
(for example, the result of an incorrect accrual for taxes on unrelated 
business income) or a material indirect effect on the financial state­
ments that would require appropriate disclosures (for example, the 
result of a potential loss of tax-exempt status). AICPA Statement on 
Auditing Standards (SAS) No. 54, Illegal Acts by Clients (AICPA, Profes­
sional Standards, vol. 1, AU sec. 317), discusses the nature and extent of 
the consideration an auditor should give to the possibility of illegal acts 
and provides guidance on the auditor's responsibilities if a possible 
illegal act is detected.
The Internal Revenue Service (IRS) continues to focus its attention on 
large health care systems through its coordinated examination pro­
gram (CEP). Violations uncovered in a CEP audit may result in (1) tax 
assessments (including interest and penalties) and (2) loss of tax-ex­
empt status and the inability to maintain tax-exempt financing. In re­
cent CEP audits, the IRS has focused on issues such as the following:
• Failure to withhold FICA and income taxes for research fellows, 
interns, and residents at teaching hospitals
• Private inurement
• Noncompliance with Medicare and Medicaid antikickback statutes
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• Unrelated business income
• Violations of tax-sheltered annuity plans
• Incorrect classifications of independent contractors/employees
Issues such as these can have a material effect on the tax provisions and 
liabilities recorded in the financial statements of health care providers 
and, therefore, require close scrutiny by auditors.
Department of Justice False Claims Act Investigation
Under Medicare payment regulations, diagnostic tests performed 
within a certain number of hours of an admission (currently, 72 hours) are 
reimbursed as part of the inpatient admission and cannot be billed sepa­
rately. Hospitals that submit inappropriate billings are subject to the pro­
visions of the Medicare False Claims Act (Act). In addition to reimbursing 
the Medicare program for the inappropriate billings, hospitals are subject 
to significant civil penalties under the Act. Certain hospitals in Pennsylva­
nia were the first to be targeted by a Department of Justice investigation 
claiming millions of dollars in inappropriate billings. Although a settle­
ment has been reached with the Pennsylvania hospitals, the Department 
of Justice plans to expand its investigation to other states in the near fu­
ture. Auditors of hospitals should consult Financial Accounting Stand­
ards Board (FASB) Statement No. 5, Accounting for Contingencies (FASB, 
Current Text, vol. 1, sec. C59), and SAS No. 54 when evaluating the ac­
counting and reporting implications of this issue.
Shalala Versus Guernsey Memorial Hospital
Usually, revenue and the related receivables for health care services 
are recorded in the accounting records of health care providers on an 
accrual basis at the provider's full established rates. Provisions for con­
tractual adjustments (that is, the difference between established rates 
and third-party payor reimbursements) and discounts are recognized 
on an accrual basis and deducted from gross service revenue to deter­
mine net service revenue. Medicare is a primary third-party payor to 
health care providers.
In March 1995, the U.S. Supreme Court held in the case of Shalala v. 
Guernsey Memorial Hospital that the Secretary of Health and Human 
Services (HHS) is not required to adhere to generally accepted account­
ing principles (GAAP) in making Medicare provider reimbursement 
decisions. The issue in the case was whether Guernsey Memorial Hos­
pital was entitled to full Medicare reimbursement for its advance re­
funding loss in the year the loss was sustained (as determined in 
accordance with GAAP), or whether the refunding loss should have
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been recognized and reimbursed over the remaining life of the old debt 
(as prescribed by HHS guidelines). The court concluded that HHS 
guidelines prevail over GAAP requirements. As a result, Medicare re­
imbursements for losses on defeasance of debt must be amortized and 
reimbursed over the life of the bonds rather than reimbursed in their 
entirety in the year the debt was extinguished. To emphasize this posi­
tion, the Health Care Financing Administration issued a final rule on 
June 2 7 , 1995, clarifying the concept of "accrual basis of accounting" to 
indicate that expenses must be incurred by a provider of health care 
services before Medicare will pay its share of those expenses. Auditors 
should consider the effect of these developments when reviewing the 
amount and timing of reimbursable costs recorded by health care 
providers.
Proposed Reductions in Medicare and Medicaid Growth
In May 1995, the House of Representatives passed the 1996 budget 
reconciliation, which would mandate that Medicare growth be re­
duced from 10 percent to 5 percent annually. The resolution would cut 
$282 billion from Medicare and $184 billion from Medicaid over seven 
years. The Senate version would cut $256 billion from Medicare and 
$202 billion from Medicaid over seven years. Both proposals would 
transform the Medicaid program into a program of block-grants to be 
given to the states. If the proposals are signed into law, these cuts will 
have substantial effects on the future revenue streams of many health 
care providers.
Audit Issues and Developments
New Alliances and Networks and Resulting Business 
Combinations
In response to the pressure to contain health care costs, health care 
providers are establishing new alliances and networks with other 
providers and insurers to gain operating and functional efficiencies. 
Auditors should consider the audit implications of these new alliances 
and networks when gaining an understanding of an entity's business 
in accordance with SAS No. 22, Planning and Supervision (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 311). (SAS No. 22 requires auditors to 
"obtain a level of knowledge of the entity's business that will enable 
him to plan and perform his audit in accordance with generally ac­
cepted auditing standards.") For example, certain alliances may violate 
federal antitrust laws as well as Medicare fraud and abuse guidelines. 
In addition, such arrangements could result in unrelated business in­
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come and private inurement, both of which could jeopardize the tax- 
exempt status of not-for-profit health care organizations.
Creation o f  Related Party Transactions. SAS No. 22 also states that 
auditors should consider matters such as government rules and regu­
lations that affect the industry in which an entity operates. Auditors of 
health care organizations that have become part of larger alliances or 
networks should be mindful that the establishment of such networks 
and alliances may result in the creation of related parties as defined in 
FASB Statement No. 57, Related Party Disclosures (FASB, Current Text, 
vol. 1, sec. R36). Auditors should also consider the accounting and re­
porting ramifications of the rules and regulations such as the follow­
ing:
• IRS rules on tax-exempt status, especially rules relating to private 
inurement and unrelated business income
• Medicare and Medicaid rules, especially those relating to business 
combinations (for example, depreciation recapture, asset step-up)
• Correspondence from the client's attorneys concerning matters 
such as antitrust issues, fraud and abuse concerns, and litigation or 
investigations in process
• State laws regarding business combinations of not-for-profit and 
for-profit organizations
Auditing and reporting guidance that may pertain to networks and 
alliances is provided by the following authoritative literature:
• Accounting Principles Board (APB) Opinion No. 16, Business Com­
binations (FASB, Current Text, vol. 1, sec. B50), APB Opinion No. 17, 
Intangible Assets (FASB, Current Text, vol. 1, sec. I60), and APB 
Opinion No. 29, Accounting for Nonmonetary Transactions (FASB, 
Current Text, vol. 1, sec. N35)
• FASB Statement No. 57
• SAS No. 45, Omnibus Statement on Auditing Standards-1983 
(AICPA, Professional Standards, vol. 1, AU sec. 334)
• FASB Emerging Issues Task Force (EITF) Issue No. 86-29, Non­
monetary Transactions: Magnitude o f Boot and the Exceptions o f the Use 
of Fair Value
• AICPA Audit and Accounting Guide Audits o f Providers o f Health 
Care Services
• AICPA SOP 89-5, Financial Accounting and Reporting by Providers o f 
Prepaid Health Care Services, and SOP 90-8
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• Governmental Accounting Standards Board (GASB) Statement 
No. 14, The Financial Reporting Entity
In addition, auditors should be aware of the following exposure 
drafts that discuss, among other things, business combinations:
• Proposed AICPA Audit and Accounting Guide Health Care Organi­
zations (chapter 11)
• Proposed GASB Statement, The Financial Reporting Entity—Affili­
ated Organizations
As mentioned in the "Industry and Economic Developments" sec­
tion of this Audit Risk Alert, hospitals that are unable to become part 
of a larger network or alliance may jeopardize their ability to generate 
sufficient revenues to remain financially viable. Auditors of hospitals 
should carefully consider the audit risk implications relating to the 
financial statements of such hospitals and should consider the provi­
sions of SAS No. 59, The Auditor's Consideration o f an Entity's Ability to 
Continue as a Going Concern (AICPA, Professional Standards, vol. 1, AU 
sec. 341), which requires auditors to evaluate, based on the results of 
audit procedures performed, whether there is substantial doubt about 
an entity's ability to continue as a going concern for a reasonable pe­
riod of time (not to exceed one year beyond the date of the financial 
statements being audited).
Increased SEC Scrutiny of Purchase Price Accounting by Health 
Care Entities
The increased number of mergers and acquisitions among health 
care organizations has heightened the relevance of purchase price ac­
counting to the health care industry. The staff of the Securities and 
Exchange Commission (SEC) has expressed concern regarding a num­
ber of issues relating to purchase accounting, including purchase price 
allocation, goodwill amortization, and contingent consideration. Audi­
tors of health care providers should be aware of the staff's concerns 
when they audit health care organizations that are registered with the 
SEC.
Purchase Price Allocation. In the service sector of the economy in 
which tangible assets often are not significant, such as in the health care 
management sector, the SEC staff has noted a number of instances in 
which identifiable intangible assets are not being valued separately 
and amortized in accordance with APB Opinion No. 16. (APB Opinion 
No. 16 requires that all identifiable assets purchased in an acquisition 
transaction be assigned a portion of the cost of the acquired company.)
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As they evaluate the propriety of accounting and reporting of intangi­
bles, auditors should focus on allocations to purchased intangibles 
such as management contracts, workforce in place, and covenants not 
to compete.
Goodwill Amortization. In a speech made at the AICPA National Con­
ference on SEC Developments in January 1995, the SEC staff indicated 
that there are a number of industry factors that make it difficult to 
assert that an acquired business in the health care industry will survive 
and provide a competitive advantage for periods as long as forty years. 
These factors include the following:
• Significantly increased competition
• Industry consolidation
• Changing third-party reimbursement requirements
• Technological innovation
• An uncertain regulatory future
When these issues exist, the SEC staff believes that a useful life of as 
few as ten years is often appropriate and will challenge a useful life of 
more than twenty years. Auditors of health care entities undergoing 
purchase acquisitions should be aware of the SEC staff's concerns 
when reviewing amortization lives assigned to goodwill.
Contingent Consideration. Merger agreements frequently include 
provisions for contingent consideration, often referred to as an "earn­
out," which provides for additional amounts to be paid to the selling 
shareholders contingent on the occurrence of specified events or trans­
actions in the future. Such provisions may give rise to questions about 
whether the additional amounts should be accounted for as additional 
purchase price or as compensation expense. This issue may be particu­
larly relevant in the acquisition of a health care provider if the owners 
of the selling company may be physicians or other health care profes­
sionals who continue to be employed by and provide health care serv­
ices on behalf of the combined entity after the acquisition.
This issue was recently addressed in EITF Issue No. 95-8, Accounting 
for Contingent Consideration Paid to the Shareholders o f an Acquired Enter­
prise in a Purchase Business Combination. The EITF reached a consensus 
that the determination of whether contingent consideration should be 
recorded as part of the purchase price or as compensation expense is a 
matter of judgment that will depend on the relevant facts and circum­
stances. Auditors should carefully analyze the facts and circumstances 
of the contingent consideration arrangement, including the various in-
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dicators described in the EITF consensus, in assessing management's 
judgment as to whether payments are additional consideration or com­
pensation.
Risk-Related Issues in a Managed Care Environment
Health care providers at all levels are assuming a greater share of the 
risk associated with underwriting health care services. In doing so, 
they share the incentive to provide quality health care at the most rea­
sonable cost. Common forms of contracts include per diem (per day) 
and capitation (per enrollee) rate schemes with shared risk incentive 
pools. Agreements can cover all or portions of health care services and 
may include only referred patients or all patients both in and out of the 
area.
As health care organizations shift from fee-for-service medicine 
into capitation contracting, significant changes in their revenue and 
expense recognition policies follow, resulting in issues similar to 
those faced by prepaid health plans. For example, in many cases, 
revenues are generated as a result of an agreement to provide health 
care rather than from the actual provision of services. Furthermore, 
the costs of providing health care services under the terms of the 
contract should be accrued as services are rendered, including esti­
mates of the costs of services rendered but not yet reported. Audi­
tors should  be a lert to the im p lications of this sh ift in the 
income-earning process and consider its impact on the accounting 
policies and procedures of the health care organizations they audit. 
For example, close attention should be given to the effect of man­
aged care contracts on an entity's liability for Incurred But Not Re­
ported (IBNR) accruals, risk pool settlem ents, and risks and 
uncertainties disclosures. In addition, as prepaid health care provid­
ers, hospitals and physician groups subcapitate to other provider 
organizations, consideration should be given to the viability of the 
capitated providers, as the contracting entity may be obligated in 
the event of financial failure of subcapitated entities.
Guidance on accounting and financial reporting issues associated 
with capitation contracts is found in SOP 89-5, which is included as an 
appendix to the AICPA Audit and Accounting Guide Audits o f Provid­
ers o f Health Care Services. Auditors of health care providers that partici­
pate in managed contract arrangements should carefully consider 
whether management is properly applying the accounting treatment 
set forth in SOP 89-5. Auditors may also find the guidance in SAS No. 
57, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, 
AU sec. 342), useful in auditing the accounting estimates that relate to 
participation in such arrangements.
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Audit Issues Facing Nursing Homes
Increased competition, along with factors such as continuing pres­
sure to contain costs and operate in a managed care, network environ­
ment, have created for nursing homes many of the same audit issues 
that exist in other facets of the health care industry (for example, com­
pliance with SOP 89-5 and proper accounting for and disclosure of 
business combinations). In addition, auditors of nursing homes should 
consider the audit risk relating to the collectibility of receivables from 
new third-party payors such as health maintenance organizations 
(HMOs) and other managed-care organizations. These payors often 
impose unfamiliar restrictions on payments to nursing homes. Such 
restrictions include preadmission qualification, periodic assessments, 
waiting periods, deductibles, and coverage limitations and may affect 
the collectibility of receivables recorded by nursing homes.
Audit Issues Facing Physician Groups
Like other health care organizations discussed above, physician 
groups have entered the age of networking, consolidating, and risk 
sharing. Physician groups are—
• Joining provider networks under various contractual relation­
ships.
• Acquiring other providers.
• Entering into risk-sharing contracts with insurers and other 
providers.
• Restructuring physician compensation contracts.
• Self-insuring professional liability risks.
• Changing corporate structures.
Many of these new arrangements create audit risks because of their 
effect on the realization of assets and the creation or assumption of new 
liabilities. Such audit risks may be of particular importance to auditors 
of those physician groups that maintain their accounting records on 
the cash or tax basis of accounting but are required to report externally 
in conformity with GAAP. Their accounting records may fail to include 
the effects of these arrangements on the realization of assets or recogni­
tion of liabilities.
Compliance Auditing Considerations in Audits of Recipients of 
Governmental Financial Assistance
In February 1995, the AICPA's Auditing Standards Board (ASB) is­
sued SAS No. 74, Compliance Auditing Considerations in Audits o f Govern­
mental Entities and Recipients o f Governmental Financial Assistance
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(AICPA, Professional Standards, vol. 1, AU sec. 801), to provide general 
guidance to practitioners engaged to perform compliance audits of re­
cipients of governmental financial assistance. SAS No. 74 supersedes 
SAS No. 68, Compliance Auditing Applicable to Governmental Entities and 
Other Recipients o f Governmental Financial Assistance, and is effective for 
audits of financial statements and of compliance with laws and regula­
tions for fiscal periods ending after December 31, 1994. SAS No. 74 
reduces the level of detail provided at the auditing standard level. The 
detailed audit and reporting guidance previously in SAS No. 68 is now 
provided in SOP 92-9, Audits o f Not-for-Profit Organizations Receiving 
Federal Awards. Accordingly, these changes were intended to have no 
effect on the conduct of the audit.
SAS No. 74 continues to recognize three levels of audits—generally 
accepted auditing standards (GAAS), Government Auditing Standards, 
and certain other federal requirements—of recipients of governmental 
financial assistance. SAS No. 74 is applicable when the auditor is en­
gaged to perform an audit under GAAS, and under Government Audit­
ing Standards, and in certain  other circum stances involving 
governmental financial assistance, such as single or organization-wide 
audits or program-specific audits under certain federal or state audit 
regulations.
In 1993, the ASB issued Statement on Standards for Attestation En­
gagements (SSAE) No. 3, Compliance Attestation (AICPA, Professional 
Standards, vol. 1, AT sec. 500). Audit regulations have been issued by 
federal agencies and departments requiring compliance attestation 
engagements in accordance with SSAE No. 3 (for example, the U.S. 
Department of Education relating to student financial assistance). 
SSAE No. 3 does not apply to audits performed in accordance with 
Government Auditing Standards and audits within the scope of SAS 
No. 68. However, there was confusion and a divergence of opinion 
as to when SAS No. 68 applied and when SSAE No. 3 applied. Thus, 
SAS No. 74 also clarifies the applicability of SSAE No. 3 to compli­
ance audits of recipients of governmental financial assistance. SAS 
No. 74 states that SSAE No. 3 provides guidance for engagements 
related to management's assertion about an entity's compliance 
with the requirements of specified laws, regulations, rules, or con­
tracts not involving governmental financial assistance. In addition, 
SAS No. 74 amends SSAE No. 3 to state that SSAE No. 3 does not 
apply to engagements for which the objective is to report in accord­
ance with SAS No. 74, unless the terms of the engagement specify an 
attestation report under SSAE No. 3.
SAS No. 74 also provides general guidance to the auditor to—
• Apply the provisions of SAS No. 54 relative to detecting misstate­
ments resulting from illegal acts related to laws and regulations
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that have a direct and material effect on the determination of fi­
nancial statement amounts in audits of the financial statements of 
governmental entities and other recipients of governmental finan­
cial assistance.
• Perform a financial audit in accordance with Government Auditing 
Standards, issued by the Comptroller General of the United States.
• Perform a single or organization-wide audit or a program-specific 
audit in accordance with federal audit requirements.
• Communicate with management if the auditor becomes aware 
that the entity is subject to an audit requirement that may not be 
encompassed in the terms of his or her engagement.
Auditors of health care providers that receive governmental finan­
cial assistance should also be alert to the 1994 Revision of Government 
Auditing Standards, commonly referred to as the "Yellow Book", as 
issued by the Comptroller General of the U.S. The 1994 Revision pro­
vides guidance (rather than requirements) on the auditor's considera­
tion of internal controls for the control environment, safeguarding 
controls, controls over compliance with laws and regulations, and con­
trol risk assessment. It does not establish new responsibilities for test­
ing controls. Some of the more important changes made in the 1994 
Revision deal with the following:
• Submission of peer review reports
• Commenting on the status of prior year control weaknesses and 
other matters
• Responsibility for detection of noncompliance with contract or 
grant agreement provisions
• Working paper documentation
• Communication of additional services available on controls and 
compliance
• Report content
• Direct reporting of irregularities and illegal acts
• Applicability of the Yellow Book to other attest engagements 
The Audit Risk Alert State and Local Governmental Developments—1995 
contains a detailed discussion of the revisions to the Yellow Book.
Derivatives
Recent years have seen a growing use of innovative financial in­
struments, commonly referred to as derivatives, that often are very 
complex and can involve a substantial risk of loss. Health care organi­
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zations may use derivative financial instruments both as speculative 
investment vehicles and as risk management tools. As interest rates, 
commodity prices, and numerous other market rates and indices from 
which derivative financial instruments obtain their value have in­
creased in volatility, a number of entities have incurred significant 
losses as a result of their use. The use of derivatives almost always 
increases audit risk. Although the financial statement assertions about 
derivatives are generally similar to assertions about other transactions, 
the auditors' approach to achieving related audit objectives may differ 
because certain derivatives are not generally recognized in the finan­
cial statements.
It is essential that auditors understand both the economics of deriva­
tives used by the entities whose financial statements they audit and the 
nature and business purpose of the entities' derivatives activities. In 
addition, auditors should carefully evaluate the accounting for any 
such instruments, especially those reported at amounts other than fair 
value. To the extent the derivatives qualify as financial instruments as 
defined in FASB Statements No. 105, Disclosure o f Information about Fi­
nancial Instruments with Off-Balance-Sheet Risk and Financial Instruments 
with Concentrations o f Credit Risk (FASB, Current Text, vol. 1, sec. F25), 
No. 107, Disclosures about Fair Value o f Financial Instruments (FASB, 
Current Text, vol. 1, sec. F25), and No. 119, Disclosure about Derivative 
Financial Instruments and Fair Value o f Financial Instruments (FASB, Cur­
rent Text, vol. 1, sec. F25), the disclosure requirements set forth in 
those statements must be met. When derivatives are accounted for 
as hedges of on-balance-sheet assets or liabilities or of anticipated 
transactions, auditors should carefully review the appropriateness 
of the use of hedge accounting, particularly considering whether the 
criteria set forth in applicable accounting literature are met.
The SEC staff has indicated in public speeches and in letters of com­
ment to registrants during the year that publicly held companies 
should disclose the nature and purpose of certain commodity-based 
derivatives activities, the nature and terms of certain commodity- 
based derivatives used, and the accounting methods used even when 
such derivatives do not meet the definition of financial instruments set 
forth in the FASB Statements cited above.
Many of the unique audit risk considerations presented by the use of 
derivatives are discussed in detail in Audit Risk Alert—1995/96. Also, 
see in the "Accounting Issues and Developments" section - "Disclo­
sures About Derivatives" of this Audit Risk Alert. The AICPA publica­
tion Derivatives-Current Accounting and Auditing Literature (Product No. 
014888) summarizes current authoritative accounting and auditing 
guidance and provides background information on basic derivatives 
contracts, risks, and other general considerations.
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Environmental Issues
Environmental remediation liability laws, written at all levels of gov­
ernment, have exposed health care providers to an increased vulner­
ability to environmental claims. The Resource, Conservation and 
Recovery Act, Superfund, along with various clean air and water acts, 
may be used to hold health care providers liable for the remediation of 
environmental contamination. Superfund, for example, legally em­
powers the U.S. Environmental Protection Agency to seek recovery 
from current and previous owners or operators of a particular contami­
nated site, or anyone who generated or transported hazardous sub­
stances to such a site. The use of nuclear medicines and other 
potentially hazardous substances by health care providers as well as 
the disposition of hazardous waste may create environmental cleanup 
issues.
The accounting literature applicable to accounting for environ­
mental remediation liabilities includes FASB Statement No. 5, FASB 
Interpretation No. 14, Reasonable Estimation o f the Amount o f a Loss 
(FASB, Current Text, vol. 1, sec. C59), and FASB Interpretation No. 39, 
Offsetting o f Amounts Related to Certain Contracts (FASB, Current Text, 
vol. 1, sec. B10). In addition, guidance is included in the consensuses 
reached in EITF Issue No. 89-13, Accounting for the Cost o f Asbestos Re­
moval, Issue No. 90-8, Capitalization o f Costs to Treat Environmental Con­
tamination, and Issue No. 93-5, Accounting for Environmental Liabilities.
Auditors of publicly held health care providers should be aware of 
the SEC's Staff Accounting Bulletin (SAB) No. 92, Accounting and Dis­
closures Relating to Loss Contingencies. The SAB provides the SEC staff's 
interpretation of current accounting literature related to the following:
• The inappropriateness of offsetting probable recoveries against 
probable contingent liabilities
• Recognition of liabilities for costs apportioned to other potential 
responsible parties
• Uncertainties in the estimation of the extent of environmental li­
abilities
• The appropriate discount rate for environmental liabilities, if dis­
counting is appropriate
• Financial statement disclosures of exit costs and other items and 
•disclosure of certain information outside the basic financial state­
ments
Audit Risk Alert— 1995/96 contains further discussion of issues relat­
ing to environmental remediation matters. Also, refer to the "Account­
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ing Issues and Developments" section of this Audit Risk Alert for in­
formation on AICPA Exposure Draft: Proposed Statement o f Position on 
Environmental Remediation Liabilities.
Elimination of Uncertainty Reporting
The ASB has issued an exposure draft of a proposed SAS, Amendment 
to Statement on Auditing Standards No. 58, Reports on Audited Financial 
Statements, that would eliminate the requirement that, when certain 
criteria are met, the auditor add an uncertainties explanatory para­
graph to the auditor's report.
The amendment would also expand the guidance in paragraph 37 of 
SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 508), to indicate that "unusually important 
risks or uncertainties associated with contingencies, significant esti­
mates, or concentrations" are matters that auditors may wish to em­
phasize in their reports. The amendment retains the option allowing 
auditors to disclaim an opinion on financial statements due to uncer­
tainties.
The proposal does not affect the provisions of SAS No. 59, which 
requires that the auditor add an explanatory paragraph to the auditor's 
report when there is substantial doubt about the entity's ability to con­
tinue as a going concern.
The ASB hopes to finalize this SAS late this year and to issue an SAS 
that would be effective for reports issued on or after June 30, 1996. 
Comments on the proposed SAS were due on October 2 0 , 1995.
Accounting Issues and Developments
Impairment of Long-Lived Assets
In March 1995, the FASB issued Statement No. 121, Accounting for the 
Impairment o f Long-Lived Assets and for Long-Lived Assets to Be Disposed 
Of (FASB, Current Text, vol. 1, sec. I08). FASB Statement No. 121 estab­
lishes accounting standards for the impairment of long-lived assets, 
certain identifiable intangibles, and goodwill related to those assets to 
be held and used, and for long-lived assets and certain identifiable 
intangibles to be disposed of. The Statement requires that long-lived 
assets and certain identifiable intangibles to be held and used by an 
entity be reviewed for impairment whenever events or changes in cir­
cumstances indicate that the carrying amount of an asset may not be 
recoverable. In performing the review for recoverability, the Statement 
requires that the entity estimate the future cash flows expected to result
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from the use of the asset and its eventual disposition. If the sum of the 
expected future cash flows (undiscounted and without interest 
charges) is less than the carrying amount of the asset, an impairment 
loss is recognized. Otherwise, an impairment loss is not recognized. 
Measurement of an impairment loss for long-lived assets and identifi­
able intangibles that an entity expects to hold and use should be based 
on the fair value of the asset. (The fair value of an asset is the amount at 
which that asset could be bought or sold in a current transaction be­
tween willing parties.)
The Statement also requires that long-lived assets and certain identi­
fiable intangibles to be disposed of be reported at the lower of carrying 
amount or fair value less cost to sell, except for assets covered by APB 
Opinion No. 30, Reporting the Results o f Operations-Reporting the Effects o f 
Disposal o f a Segment o f a Business, and Extraordinary, Unusual and Infre­
quently Occurring Events and Transactions (FASB, Current Text, vol. 1, 
sec. I13). Assets that are covered by APB Opinion No. 30 will continue 
to be reported at the lower of the carrying amount or the net realizable 
value.
The Statement is effective for financial statements for fiscal years 
beginning after December 15, 1995. Restatement of previously issued 
financial statements is not permitted by the Statement. The Statement 
requires that impairment losses resulting from its application be re­
ported in the period in which the recognition criteria are first applied 
and met. The Statement requires that initial application of its provi­
sions to assets that are being held for disposal at the date of adoption 
should be reported as the cumulative effect of a change in accounting 
principle.
Auditors of health care organizations should be aware that the cur­
rent industry climate of restructurings, mergers and realignments have 
increased the likelihood that events or changes in circumstances that 
indicate that assets have been impaired may have occurred. For exam­
ple, a merger may result in the reduction of services provided by a 
particular entity within the combined organization and significantly 
reduce its ability to generate future cash flows. Even more significant 
may be the health care provider that is left out of the integrated deliv­
ery system in a particular geographic area and loses its ability to com­
pete. In these instances, the carrying amounts of recorded assets may 
not be recoverable and the provisions of FASB Statement No. 121 may 
need to be applied.
In considering a health care organization's implementation of FASB 
Statement No. 121, auditors should obtain an understanding of the 
policies and procedures used by management to determine whether all 
impaired assets have been properly identified. Management's esti-
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mates of future cash flows from asset use and impairment losses 
should be evaluated pursuant to the guidelines set forth in SAS No. 57.
Disclosures About Derivatives
In recent years, health care providers have become increasingly in­
volved in the use of derivative financial instruments both as specula­
tive investment vehicles and as risk management tools.
In October 1994, the FASB issued Statement No. 119, Disclosure about 
Derivative Financial Instruments and Fair Value o f Financial Instruments 
(FASB, Current Text, vol. 1, sec. F25). FASB Statement No. 119 requires 
disclosures about derivative financial instruments—futures, forward, 
swap, and option contracts, and other financial instruments with simi­
lar characteristics. It also amends existing requirements of FASB State­
ments No. 105 and No. 107.
The Statement requires disclosures about amounts, nature, and 
terms of derivative financial instruments that are not subject to 
FASB Statement No. 105 because they do not result in off-balance- 
sheet risk of accounting loss. It requires that a distinction be made 
between financial instruments held or issued for trading purposes 
(including dealing and other trading activities measured at fair 
value with gains and losses recognized in earnings) and financial 
instruments held or issued for purposes other than trading. Para­
graph 12 of FASB Statement No. 119 encourages, but does not re­
quire, entities to disclose quantitative inform ation about risks 
associated with derivatives.
FASB Statement No. 119 was effective for financial statements issued 
for fiscal years ending after December 15, 1994, except for organiza­
tions with less than $150 million in total assets. For those organizations, 
the Statement is effective for financial statements issued for fiscal years 
ending after December 15 , 1995.
The FASB Special Report, Illustrations of Financial Instruments Disclo­
sures, contains illustrations of the application of FASB Statements No. 
105, No. 107, and No. 119.
Risks and Uncertainties
In December 1994, the AICPA's Accounting Standards Executive 
Committee (AcSEC) issued SOP 94-6, Disclosure o f Certain Significant 
Risks and Uncertainties. SOP 94-6 requires nongovernmental health care 
organizations to include in their financial statements disclosures about 
(1) the nature of their operations and (2) the use of estimates in the 
preparation of financial statements. In addition, if specified criteria are
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met, SOP 94-6 requires organizations to include in their financial state­
ments disclosures about (1) certain significant estimates and (2) current 
vulnerability due to certain concentrations.
Paragraph 18 of SOP 94-6 gives examples of items that may be based 
on estimates that are particularly sensitive to changes in the near term. 
Examples of similar estimates that may be included in financial state­
ments of health care organizations include, but are not limited to, the 
following:
• Inventory subject to rapid change, for example, prosthetic devices
• Specialized equipment subject to technological obsolescence, for 
example, hospital diagnostic equipment
• Capitalized computer software costs
• Environmental remediation-related obligations
• Litigation-related obligations, for example, fraud and abuse ac­
tions by regulators
• Contingent liabilities for obligations of other entities, for example, 
an obligated group
• Amounts reported for long-term obligations such as amount re­
ported for pensions and postemployment benefits
• Estimated net proceeds recoverable, the provisions for expected 
loss to be incurred, or both, on disposition of a business or assets
• Amounts reported for long-term contracts
Examples of concentrations that may meet the criteria that require 
disclosure in the financial statements of health care organizations in 
accordance with paragraph 21 of the SOP include the following:
• Concentrations in the volume of business transacted with a par­
ticular customer, supplier, lender, grantor, or contributor
• Concentrations in revenue from particular products, services, or 
fund-raising events
• Concentrations in the available sources of supply of material, la­
bor, or services, or of licenses or other rights used in the entity's 
operations
• Concentrations in the market or geographic area in which an entity 
conducts its operations
The provisions of SOP 94-6 are effective for financial statements is­
sued for fiscal years ending after December 1 5 , 1995, and for financial
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statements for interim periods in fiscal years subsequent to the year for 
which SOP 94-6 is first applied.
Auditors should be alert to the requirements of the new SOP and its 
impact on the financial statements they audit. Auditors should care­
fully consider whether all significant estimates and concentrations 
have been identified and considered for disclosure.
AICPA Exposure Draft: Proposed Statement of Position on 
Environmental Remediation Liabilities
In June 1995, the AICPA issued an exposure draft of a proposed SOP, 
Environmental Remediation Liabilities. The proposed SOP provides that:
• Environmental remediation liabilities should be accrued when the 
criteria of FASB Statement No. 5 are met, and it includes bench­
marks to aid in determining when those criteria are met.
• Accruals for environmental remediation liabilities should include 
(1) incremental direct costs of the remediation effort, as defined, 
and (2) costs of compensation and benefits for employees to the 
extent the employees are expected to devote time to the remedia­
tion effort.
• Measurement of the liabilities should include (1) the entity's spe­
cific share of the liability for a specific site, and (2) the entity's 
share of amounts related to the site that will not be paid by other 
potentially responsible parties or the government.
• Measurement of the liability should be based on enacted laws and 
existing regulations, policies, and remediation technology.
• Measurement should be based on the reporting entity's estimates 
of what it will cost to perform all elements of the remediation ef­
fort when they are expected to be performed, and may be dis­
counted to reflect the time value of money if the aggregate amount 
of the obligation and the amount and timing of cash payments for 
a site are fixed or reliably determinable.
The exposure draft also includes guidance on display in the financial 
statements of environmental remediation liabilities and on disclosures 
about environmental-cost-related accounting principles, environ­
mental remediation loss contingencies, and other loss contingency dis­
closure considerations. A separate, nonauthoritative section of the 
exposure draft discusses major federal environmental pollution re­
sponsibility and clean-up laws and the need to consider various indi­
vidual state and other non-United States government requirements.
Comments on the exposure draft were due by October 3 1 , 1995.
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In April 1995, the AICPA Health Care Committee issued an exposure 
draft of a proposed Audit and Accounting Guide Health Care Organiza­
tions that would supersede the existing Audit and Accounting Guide 
Audits o f Providers o f Health Care Services as well as SOP 89-5 and SOP 
90-8. The proposed Guide incorporates the guidance in FASB State­
ment No. 116, Accounting for Contributions Received and Contributions 
Made (FASB, Current Text, vol. 1, sec. C67), and FASB Statement No. 
117, Financial Statements o f Not-for-Profit Organizations (FASB, Current 
Text, vol. 1, sec. C25, and vol. 2, sec. No5).
The proposed Guide will apply to organizations whose principal 
operations consist of providing or agreeing to provide health care serv­
ices and that derive all or almost all of their revenues from the sale of 
goods of services; it also applies to organizations whose primary activi­
ties are the planning, organization, and oversight of such organiza­
tions, such as parent or holding companies of health care providers. 
The Guide will apply to health care organizations that are one of the 
following:
1. Investor-owned businesses
2. Not-for-profit organizations that have no ownership interest and 
are essentially self-sustaining from fees charged for goods or serv­
ices
3. Governmental entities
Comments on the proposed Guide were due August 14, 1995. The 
AICPA expects to issue a final Guide in the second quarter of 1996.
Not-for-Profit Accounting Pronouncements and Projects
The following section discusses recently issued accounting pro­
nouncements and projects affecting not-for-profit health care organiza­
tions:
Investments. In March 1995, the FASB released an exposure draft of a 
proposed FASB Statement, Accounting for Certain Investments Held by 
Not-for-Profit Organizations. The Statement would require the follow­
ing:
• Investments in equity securities with readily determinable fair val­
ues and all investments in debt securities should be reported at fair 
value, with gains and losses included in a statement of activities.
• A not-for-profit organization should disclose certain information 
about its investments and return on its investments.
Health Care Audit Guide Project
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• In the absence of donor stipulations or laws to the contrary, losses 
of an endowment fund that is created by a donor stipulation re­
quiring investment of the gift in perpetuity or for a specified term 
should reduce temporarily restricted net assets to the extent that 
donor-imposed restrictions on net appreciation of the fund have 
not been met before the loss occurs. Any remaining loss would 
reduce unrestricted net assets.
The proposed Statement would be effective for annual financial 
statements issued for years beginning after December 31, 1995, with 
earlier application encouraged. Comments were due June 3 0 , 1995.
AcSEC Projects. AcSEC has issued one SOP and released two expo­
sure drafts that provide or propose guidance for not-for-profit health 
care organizations as follows:
• SOP 94-2, The Application o f the Requirements o f Accounting Research 
Bulletins, Opinions o f the Accounting Principles Board, and Statements 
and Interpretations o f the Financial Accounting Standards Board to Not- 
for-Profit Organizations
• Exposure Draft, Accounting for the Costs o f Joint Activities
• Exposure Draft, Proposed Audit and Accounting Guide Not-for-Profit 
Organizations
Governmental Not-for-Profit Accounting Issues
The following accounting pronouncements and projects of the GASB 
may affect governmental health care organizations. Governmental 
health care organizations are legally created public corporations (or 
bodies corporate and politic) or organizations otherwise controlled by 
a state or local governmental unit.
Recently Issued GASB Statements
• GASB Statement No. 20, Accounting and Financial Reporting for Pro­
prietary Activities
• GASB Statement No. 21, Accounting for Escheat Property
• GASB Statement No. 22, Accounting for Taxpayer-Assessed Tax Reve­
nues
• GASB Statement No. 23, Accounting and Reporting for Refundings o f 
Debt Reported by Proprietary Activities
• GASB Statement No. 24, Accounting and Financial Reporting for Cer­
tain Grants and Other Financial Assistance
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• GASB Statement No. 25, Financial Reporting for Defined Benefit Pen­
sion Plans and Disclosures for Defined Contribution Plans
• GASB Statement No. 26, Financial Reporting for Postemployment 
Healthcare Plans Administered by Defined Benefit Pension Plans
• GASB Statement No. 27, Accounting for Pensions by State and Local 
Governmental Employers
• GASB Statement No. 28, Accounting and Financial Reporting for Se­
curities Lending Transactions
• GASB Statement No. 29, The Use of Not-for-Profit Accounting and 
Financial Reporting Principles by Governmental Entities
Recent GASB Exposure Drafts Issued
• The Financial Reporting Entity—Affiliated Organizations
• Disclosure o f Conduit Debt Obligations, an Interpretation o f NCGA 
Statement 1
GASB Technical Bulletins and Implementation Guides
• Implementation Guide to GASB Statement No. 14, The Financial 
Reporting Entity
• Technical Bulletin 94-1, Disclosures about Derivatives and Similar 
Debt and Investment Transactions
A  detailed summary of these documents can be found in the Audit 
Risk Alert, State and Local Governmental Developments— 1995. This Risk 
Alert also contains valuable information on current issues and audit 
risks facing governmental entities.
AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Audits o f Providers o f Health 
Care Services is available through the AICPA's loose-leaf subscription 
service. In the loose-leaf service, conforming changes (those necessi­
tated by the issuance of new authoritative pronouncements) and other 
minor changes that do not require due process are incorporated peri­
odically. Paperback editions of Audit and Accounting Guides as they 
appear in the service are printed annually. As discussed above, the 
Health Care Committee has issued an exposure draft of an Audit and 
Accounting Guide Health Care Organizations that will supersede Audits 
o f Providers of Health Care Services.
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The AICPA's Technical Information Service has published a revised 
version of Checklists and Illustrative Financial Statements for Health Care 
Providers, a nonauthoritative practice aid for preparers or reviewers of 
financial statements of health care entities.
Technical Practice Aids
Technical Practice Aids is an AICPA publication that includes ques­
tions received by the AICPA's Technical Information Service on vari­
ous subjects and the service's response to those questions. Section 6400 
of Technical Practice Aids contains questions and answers specifically 
pertaining to health care entities. Technical Practice Aids is available 
both as a subscription service and in hardback form.
National Health Care Conference
Each summer the AICPA and the Healthcare Financial Management 
Association cosponsor a National Health Care Conference that is 
specifically designed to update practitioners and health care financial 
executives on significant accounting, legal, financial, and tax develop­
ments affecting the health care industry. Information on the conference 
may be obtained by calling the AICPA Continuing Professional Educa­
tion Division at (201) 938-3534.
Health Care Financial Reporting Checklist
Information Sources
Further information on matters addressed in this risk alert is avail­
able through various publications and services listed in the table at the 
end of this document. Many non-government and some government 
publications and services involve a charge or membership require­
ment.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow users to 
call from any phone. Most fax services offer an index document, which 
lists titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
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All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed data lines.
* * * *
This Audit Risk Alert supersedes Health Care Industry Develop­
ments— 1994.
* * * *
Practitioners should also be aware of the economic, industry, regula­
tory, and professional developments described in Audit Risk Alert— 
1995/96 and Compilation and Review Alert— 1995/96, which may be 
obtained by calling the AICPA Order Department at the number below 
and asking for product no. 022180 (audit) or 060669 (compilation and 
review).
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